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Busi ness, for “Shrike Cars”. The Schedule C reflected
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grounds that the costs associated with Shrike Cars were
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to file their 1998 incone tax return.
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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

WHERRY, Judge: Respondent determ ned a Federal incone tax
deficiency for petitioners’ 1998 taxable year in the anount of
$47, 175 and an addition to tax pursuant to section 6651(a)(1) in
t he anpbunt of $3,393.75.! After concessions, the issues for
deci sion are:

(1) Whether petitioners are entitled to reduce their 1998
gross incone by $448, 120, representing the net |oss clained on
Schedule C, Profit or Loss From Business, for an enterprise
entitled “Shrike Cars”; and

(2) whether petitioners are liable for the section
6651(a) (1) addition to tax for failure to file their 1998 incone
tax return tinely.

Certain additional adjustnents nade by respondent to petitioners’
item zed deductions and exenptions are correlative in nature and
need not be separately addressed.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of the parties, with acconpanying exhibits, are

i ncorporated herein by this reference. At the tine the petition

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the year in issue, and Rule
references are to the Tax Court Rules of Practice and Procedure.
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was filed in this case, petitioners resided in Wston, Connecticut.

Petitioners, husband and wife, filed a joint Form 1040, U. S
| ndi vi dual I ncone Tax Return, for the taxable year 1998. The
return was filed on January 7, 2000, with the Internal Revenue
Service in Andover, Massachusetts. Petitioners reported wage
i ncome of $140, 316, and attached to the return Fornms W2, Wage
and Tax Statenent, show ng wages paid by Mrketing Concepts
Goup, Inc., of $139,446.44 to M. Waver and $870 to Ms.

Weaver. Petitioners also included with their return two
Schedul es C and the pertinent (second page) portion of a Schedul e
E, Suppl enental |ncone and Loss.

On June 25, 1996, previous to filing their 1998 return and
presumably in connection with an earlier audit, petitioners had
received fromthe Internal Revenue Service a fax |listing severa
recommendations with respect to petitioners’ tax reporting.

Among ot her things, the fax directed that petitioners should
“mai ntain separate Schedule C s [sic] for all different business
activities.”

The two Schedul es C acconpanying petitioners’ 1998 return
both list M. Waver as the proprietor of the business and give a
busi ness address identical to that of petitioners’ residence.

One Schedule Cis for a marketing business with the nanme shown as

“Mar keti ng Concepts Group/dba”. That Schedule C reflects $95, 841
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in gross receipts, $64,576 for cost of goods sold, and $42, 496 of
expenses (including $15,947 for business use of hone), for a
total net |oss of $11, 231.

The ot her Schedule Crelates to an “Autonobil e construction”
busi ness operating under the nane “Shrike Cars”. This Schedule C
reports no gross receipts or sales, $374,885 for cost of goods
sol d,? and $73, 235 in expenses (specifically, advertising of
$24, 464, travel of $42,469, and neals and entertai nment of
$6,302), for a total |oss of $448, 120.

Taking into account the above wages and | osses, as well as a
$13, 440 Schedule E loss fromthe S corporation Marketing Concepts
G oup, Inc., and other incone itens not pertinent here,

petitioners’ Form 1040 reports adjusted gross inconme (loss) of

2 Cost of goods sold is allowable as an offset to gross
incone in the case of a manufacturing, merchandi sing, or mning
busi ness, but not a service business. Hahn v. Conm ssioner, 30
T.C. 195, 197-198 (1958), affd. 271 F.2d 739 (5th Cr. 1959);
sec. 1.61-3(a), Income Tax Regs. However, even where otherw se
appropriate, cost of goods sold generally is not allowable with
respect to goods that have not been sold or otherw se disposed of
during the taxable year. Jones v. Comm ssioner, 25 T.C 1100,
1103-1104 (1956), revd. on other grounds 259 F.2d 300 (5th G
1958); Bernard v. Comm ssioner, T.C Meno. 1998-20. Because
petitioners in any event reported no gross receipts for Shrike
Cars and offered no evidence indicating that any goods were
di sposed of by the venture, and because the parties did not
di stinguish at trial or on brief between the various conponents
of the Shrike Cars |loss, we shall treat the $374,885 anount as a
claimfor additional business expenses under sec. 162. See
Keegan v. Conm ssioner, T.C Meno. 1997-511 (considering reported
cost of goods sold to be a claimfor sec. 162 expenses).
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($232,490), taxable incone of $0, and a refund anmount due of
$33, 600 from wi t hhol di ngs. 3

On June 18, 2002, respondent issued to petitioners a
statutory notice of deficiency for 1998. Therein respondent
disallowed, in full, the $448,120 | oss clained by petitioners on
the Schedule C for Shrike Cars. Expenses of $8, 086 were
di sal l oned for |ack of substantiation. As to the bal ance of
$440, 034, al though respondent conceded that the underlying
expendi tures were substantiated by petitioners, respondent
nonet hel ess determ ned that the | oss was not allowabl e.
Respondent concl uded that the expenditures should be capitalized
rat her than expensed, “since pursuant to section 195 of the
I nt ernal Revenue Code the anpbunts are determned to be start-up
and/ or organi zational expenditures.” Alternatively, the notice
disallowed the loss for failure to establish that the activity

was engaged in for profit.4* No adjustnents were nade to the

3 The Fornms W2, Wage and Tax Statenent, attached to
petitioners’ return show Federal inconme tax w thhol ding of
$33,588. The source of the $12 di screpancy is not expl ai ned by
t he record.

4 At trial, respondent conceded the hobby loss issue and is
no | onger pursuing disallowance of petitioners’ clainmed Shrike
Cars | oss on grounds that the activity was not engaged in for
profit.
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anounts reported by petitioners in connection with Mrketing
Concepts G oup.?®

Petitioners filed a petition with this Court challenging the
di sal | owance of their Schedule C loss on the grounds that the
adj ustnents were “made incorrectly based on I RS assunption of a
startup business when in actuality it was a continuation of an
exi sting business.” At the subsequent trial, M. Waver
testified and sought to explain petitioners’ business operations.
He al so introduced a series of exhibits related to these
operations.®

For several decades, petitioners have been involved with
what can be broadly characterized as creative “marketing”
endeavors. The purpose of these operations has been and
continues to be the provision of advertising, marketing, and
busi ness devel opnent services for third-party clients and for

original concepts developed internally. These efforts have

> The precise nature of the relationship between the
Schedul e C busi ness, d/b/a Marketing Concepts Group, and the S
corporation Marketing Concepts Goup, Inc., is not clear fromthe
record. The S corporation was apparently established to address
certain liability issues involved with major accounts and/or
publ i c adverti si ng canpai gns.

6 At trial, respondent objected on simlar grounds to two of
petitioners’ exhibits. On the second occasion, a discussion
ensued with respect thereto, and the objection was explicitly
overruled by the Court. |In the interest of consistency and
because respondent’s objections are, as a practical matter,
noot ed by our resolution of this case, we clarify that
respondent’s objection to Exhibit 12-P is also overruled for the
sane reasons expressed in connection with Exhibit 15-P.
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primarily focused on the packaged foods, teleconmunications,
t echnol ogy, and autonotive industries. Wrk has been done for
clients such as Hershey Chocol ate, Cadbury Schweppes, AT&T,
Lucent Technol ogi es, Sony Corporation, and the National Hockey
League.

The primary operations seemto be conducted under the nanme
Mar keti ng Concepts Group. Additionally, the nanme “dijit” has
been used for certain activities of Marketing Concepts G oup that
deal with information technol ogy devel opnent and projects.
Literature for Marketing Concepts Goup and dijit identifies M.
Weaver as president of the enterprise.

Shri ke Cars, also referred to as Autonotive Design &
Engi neering, is the working name given to at |east sone of
petitioners’ endeavors in the autonotive field. As wll be
explained in greater detail below since approximately 1994 the
Shri ke Cars project has sought to identify enmerging autonotive
technol ogi es and to develop themw th strategic partners. At the
time of trial in late 2003, petitioners had not stopped using the
wor ki ng name Shri ke Cars and had not di sposed of Shrike Cars.
The parties dispute whether the Shrike Cars business is properly

characterized as a startup operation in 1998.



OPI NI ON

Burden of Proof

As a general rule, determ nations by the Comm ssioner are
presunmed correct, and the taxpayer bears the burden of proving
otherwi se. Rule 142(a). Section 7491 may operate, however, in
specified circunstances to place the burden on the Comm ssioner.
Section 7491 is applicable to court proceedings that arise in
connection with exam nati ons commencing after July 22, 1998, and
reads in pertinent part:

SEC. 7491. BURDEN OF PROCF

(a) Burden Shifts Wiere Taxpayer Produces Credible
Evi dence. - -

(1) General rule.--1f, in any court
proceedi ng, a taxpayer introduces credible
evidence with respect to any factual issue
rel evant to ascertaining the liability of the
taxpayer for any tax inposed by subtitle A or B
the Secretary shall have the burden of proof with
respect to such issue.

(2) Limtations.--Paragraph (1) shall apply
wWith respect to an issue only if--

(A) the taxpayer has conplied with the
requi renments under this title to substantiate
any item

(B) the taxpayer has maintained al
records required under this title and has
cooperated wth reasonabl e requests by the
Secretary for w tnesses, information,
docunents, neetings, and interviews; * * *

* * * * * * *
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(c) Penalties.--Notw thstandi ng any ot her

provision of this title, the Secretary shall have the

burden of production in any court proceeding with

respect to the liability of any individual for any

penalty, addition to tax, or additional anount inposed

by this title.

See also Internal Revenue Service Restructuring & Reform Act of
1998, Pub. L. 105-206, sec. 3001(c), 112 Stat. 727, regarding
effective date. Section 7491 is applicable here in that the
exam nation in this case began after the statute' s effective
dat e.

Wth respect to the incone adjustnents at issue, petitioners
have not net the prerequisite of section 7491(a)(1) for placing
t he burden on respondent. Legislative history defines “credible
evi dence” as “the quality of evidence which, after critical
anal ysis, the court would find sufficient upon which to base a
decision on the issue if no contrary evidence were submtted

(wthout regard to the judicial presunption of IRS correctness).”

H. Conf. Rept. 105-599, at 240-241 (1998), 1998-3 C.B. 747, 994-

995; see al so Higbee v. Conmmi ssioner, 116 T.C. 438, 442 (2001).
Here, the evidence produced by petitioners falls short of this
st andar d.

Petitioners submtted 10 docunentary exhibits that they
believe relate to their autonotive ventures and offered the
testinony of M. Waver. Three of the docunents bear dates in

the period from Decenber 14, 1994, to Septenber 27, 1995. Five
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of the docunents are dated from August 24, 1999, to August 27,
2003. O the two renmaining undated docunents, one shows 5-year
financial projections for 1999 through 2003, and the other is a
phot ograph of an itemfroma |line of auto care products allegedly
“sold since 1996”. M. Waver’'s testinony primarily described
these exhibits and offered no specific details concerning any
activities taking place in 1998. Petitioners therefore would
apparently have the Court deduce, by inference, that because
petitioners clained $440,034 in expenses for 1998 related to

Shri ke Cars that were not otherw se disallowed for |ack of
substantiation, an active trade or business was being carried on
during that year.

In addition to this anachronistic difficulty, the content of
the exhibits is problematic. A significant percentage of the
docunents are related to random proposals for |argely unconnected
product devel opnent projects. Wth the possible exception of
vague testinony from M. Waver that a 2003 proposal had been
“accepted”, the record is devoid of indication that any project
went forward. We thus are unable to determ ne, beyond surm sing
that activities continued sonewhere on the nebul ous conti nuum
from *“autonobil e construction” to “marketing”, even the nature of
projects pursued by Shrike Cars in 1998. |In the absence of any
evi dence directed toward busi ness operations during the

particul ar year in issue, the Court concludes that petitioners
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have not made a prinma facie case sufficient to shift the burden
to respondent under section 7491(a).

Wth respect to the delinquency addition to tax, the
Comm ssi oner satisfies the section 7491(c) burden of production
by “[com ng] forward with sufficient evidence indicating that it
is appropriate to inpose the relevant penalty” but “need not

i ntroduce evidence regardi ng reasonabl e cause, substanti al

authority, or simlar provisions.” Higbee v. Conm ssioner, supra
at 446. Rather, “it is the taxpayer’'s responsibility to raise
those issues.” 1d. Because, as will be nore fully detailed

infra, respondent here has by stipulation introduced sufficient
evidence to render the section 6651(a)(1) addition at | east
facially applicable, the burden rests on petitioners to show an
exception thereto.

1. Schedule C Loss

A. General Rul es

Deductions are a matter of “legislative grace”, and “a
t axpayer seeking a deduction nust be able to point to an
applicable statute and show that he cones within its terns.” New

Colonial Ice Co. v. Helvering, 292 U S. 435, 440 (1934); see also

Rul e 142(a). As a general rule, section 162(a) authorizes a
deduction for “all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or

busi ness”. An expense is ordinary for purposes of this section
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if it is normal or customary within a particul ar trade, business,

or industry. Deputy v. du Pont, 308 U S. 488, 495 (1940). An

expense is necessary if it is appropriate and hel pful for the

devel opnent of the business. Conm ssioner v. Heininger, 320 U. S.

467, 471 (1943).

Implicit in the foregoing definitions is the concept that a
t axpayer nust in fact be “carrying on” a trade or business for
expenditures to be deductible under section 162. This limtation
is made explicit in section 195, as foll ows:

SEC. 195. START-UP EXPENDI TURES.

(a) Capitalization of Expenditures.--Except as
ot herwi se provided in this section, no deduction shal
be allowed for start-up expenditures.

(b) Election To Anorti ze. --

(1) I'n general.--Start-up expenditures may,
at the election of the taxpayer, be treated as
deferred expenses. Such deferred expenses shal
be all owed as a deduction prorated equally over
such period of not |ess than 60 nonths as may be
sel ected by the taxpayer (beginning with the nonth
in which the active trade or business begins).

(2) Dispositions before close of anortization
period.--In any case in which a trade or business is
conpl etely di sposed of by the taxpayer before the end
of the period to which paragraph (1) applies, any
deferred expenses attributable to such trade or
busi ness which were not allowed as a deduction by
reason of this section may be deducted to the extent
al | owabl e under section 165.

(c) Definitions.--For purposes of this section--

(1) Start-up expenditures.--The term*“start-
up expendi ture” neans any anount- -
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(A) paid or incurred in connection
Wit h--

(1) investigating the creation or
acquisition of an active trade or
busi ness, or

(1i) creating an active trade or
busi ness, or

(1i1) any activity engaged in for
profit and for the production of incone
before the day on which the active trade
or business begins, in anticipation of
such activity becom ng an active trade
or business, and

(B) which, if paid or incurred in
connection wth the operation of an existing
active trade or business (in the sane field
as the trade or business referred to in
subpar agraph (A)), would be allowable as a
deduction for the taxable year in which paid
or incurred.

The term “start-up expendi ture” does not include
any anount with respect to which a deduction is
al I owabl e under section 163(a), 164, or 174.

(2) Beginning of trade or business.--

(A) I'n general.--Except as provided in
subpar agraph (B), the determ nation of when
an active trade or business begins shall be
made in accordance with such regul ati ons as
the Secretary nmay prescribe.

(B) Acquired trade or business.--An
acquired active trade or business shall be
treated as begi nni ng when the taxpayer
acquires it.

(d) Election.--
(1) Time for making election.--An election

under subsection (b) shall be made not later than
the tinme prescribed by law for filing the return
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for the taxable year in which the trade or
busi ness begins (including extensions thereof).

(2) Scope of election.--The period sel ected
under subsection (b) shall be adhered to in
conputing taxable incone for the taxable year for
whi ch the election is made and all subsequent
t axabl e years.

No regul ations further defining either startup expenditures
or the beginning of an active trade or business have been
promul gat ed under section 195.7 As regards the question of
whet her a taxpayer is actively engaged in a trade or business,
the U S. Supreme Court has established the general rule that

resolution of this issue requires exam nation of the facts in

each particular case. Conm ssioner v. Goetzinger, 480 U S. 23,

36 (1987). Concerning pertinent expenditures, |legislative
hi story affords exanples of expenses falling within the intended
operation of the statute:

el i gi bl e expenses consi st of investigatory costs
incurred in review ng a prospective business prior to
reaching a final decision to acquire or to enter that
busi ness. These costs include expenses incurred for

t he anal ysis or survey of potential markets, products,
| abor supply, transportation facilities, etc. Eligible
expenses al so include startup costs which are incurred
subsequent to a decision to establish a particular

busi ness and prior to the tine when the business

begi ns. For exanple, startup costs include
advertising, salaries and wages paid to enpl oyees who
are being trained and their instructors, travel and

ot her expenses incurred in lining up prospective

di stributors, suppliers or custoners, and salaries or

" Regul ations do prescribe procedures for making the
pertinent election, effective for elections filed on or after
Dec. 17, 1998. Sec. 1.195-1, Incone Tax Regs.
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fees paid or incurred for executives, consultants, and
for simlar professional services. [H Rept. 96-1278,
at 10-11 (1980), 1980-2 C.B. 709, 712; see also S.
Rept. 96-1036, at 11-12 (1980) (containing identical

| anguage) . ]

This Court has identified three elenents typically

i ndicati ve of the existence of a trade or busi ness. MEMANuUS V.

Commi ssioner, T.C Meno. 1987-457, affd. w thout published

opinion 865 F.2d 255 (4th G r. 1988). The taxpayer nust: (1)
Undertake an activity intending to make a profit; (2) be
regularly and actively involved in the activity; and (3) actually
have commenced busi ness operations. 1d. As regards the third,
tenporal el ement enphasi zi ng whether a particular trade or

busi ness has begun its operations, the follow ng oft-quoted test
of fers gui dance:

even though a taxpayer has nade a firmdecision to
enter into business and over a considerable period of
time spent noney in preparation for entering that

busi ness, he still has not “engaged in carrying on any
trade or business” within the intendnment of section
162(a) until such tinme as the business has begun to
function as a going concern and perforned those
activities for which it was organized. * * * [ R chnond
Television Corp. v. United States, 345 F.2d 901, 907
(4th Cr. 1965), vacated and remanded on ot her grounds
382 U.S. 68 (1965).]

See al so Jackson v. Conm ssioner, 864 F.2d 1521, 1525-1526 (10th

Cir. 1989), affg. 86 T.C. 492 (1986); Johnsen v. Conm Ssi oner,

794 F.2d 1157, 1160-1161 (6th G r. 1986), revg. and remandi ng on

ot her grounds 83 T.C. 103 (1984); MKelvey v. Comm ssioner, T.C
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Meno. 2002-63, affd. 76 Fed. Appx. 806 (9th Cr. 2003); MMnus

v. Conm ssioner, supra.

Stated otherwi se, nmere research into or investigation of a

potential business is insufficient. Dean v. Comm ssioner, 56

T.C. 895, 902 (1971); MKelvey v. Conm ssioner, supra. Thus,

while it is true that an enterprise need not have generated sal es
or other revenue to have begun to carry on a business, it nust
nonet hel ess have started to function in a particul ar and

identifiable |line of work. Cabi ntaxi Corp. v. Conmi ssioner, 63

F.3d 614, 620-621 (7th Gr. 1995), affg. in part, revg. in part,

and remanding T.C. Meno. 1994-316; Jackson v. Conm ssioner, supra

at 1526 & nn.7-8; Blitzer v. Conmi ssioner, 231 CG. d. 236, 684

F.2d 874 (1982).

B. Analysis

Eval uati on of whether Shrike Cars constituted an active and
ongoi ng trade or business in 1998 is conplicated by the anbiguity
in the record with respect to (1) the specific nature of the
busi ness in which Shrike Cars engaged and (2) the relationship of
Shrike Cars to petitioners’ other business endeavors. This
confusion is in part the result of the business decisions of
petitioners to conduct sone activities through their separate S
corporation, Marking Concepts G oup, Inc., and others through

their two Schedule C proprietorships. Critically, however,
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petitioners have at no tine throughout this proceeding raised an
argunment that the Shrike Cars operations should be considered as
a conponent of one of their other entities or ventures.
Furthernore, taxpayers in general nust live with the manner in
whi ch they have structured and delineated their business entities

and transactions. See Commi ssioner v. Natl. Alfalfa Dehydrating

& MIling Co., 417 U S. 134, 149 (1974) (“This Court has observed

repeatedly that, while a taxpayer is free to organize his affairs
as he chooses, neverthel ess, once having done so, he nust accept
t he tax consequences of his choice, whether contenplated or not,
* * * and may not enjoy the benefit of sone other route he m ght
have chosen to follow but did not.”) Accordingly, our inquiry is
whet her Shri ke Cars, viewed as a stand-al one concern, had

achi eved the status of an active trade or business in 1998.

As alluded to previously, the principal inference to be
drawn fromthe record seens to be that the alleged Shrike Cars
busi ness rested sonewhere on a conti nuum from vehicle production
to marketing and that petitioners engaged in a variety of other
activities at the marketing end. Yet the above authorities
direct our attention to whether Shrike Cars had begun to function
as a going concern in performng the activities for which it was
organi zed. The intended discrete business of Shrike Cars is
therefore a pertinent fact. However, because we concl ude that

the record fails to show that Shrike Cars had begun in 1998 to
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function as an ongoi ng and i ndependent production or marketing
enterprise, a definitive determ nation as between the two becones
unnecessary.

1. | nplications Fromthe Evidentiary Record

The Schedule C attached to petitioners’ 1998 Form 1040
characterizes Shrike Cars as an “Autonobile construction”
busi ness. The cursory, single-page “5 YEAR FI NANCI AL
PRQIECTI ONS” docunent submtted by petitioners bases the |isted
gross sales figures on the nunber of “Mark |I” and “Mark |17
vehicles (|l abels not otherw se used in the record) sold, froman
estimated 4 in 1999 to 260 in 2003. Hence, sone of the evidence
does appear to reflect that Shrike Cars’ intended function was to
operate in the field of autonobile production, and we begin our
anal ysis with consideration of the record in light of this
characteri zation.

A Decenber 14, 1994, docunent purportedly summari zing the
Shri ke Cars business lists several “AD&E concepts that are ready
for devel opnent with an investor/manufacturer”. No nention is
made of any postconcept operations. The docunent would therefore
seemto inply that, as of late 1994, Shrike Cars was not yet
engaged in actual commercial devel opnent, nuch | ess production,
of any particul ar autonotive concept.

This inpression is reinforced by the three autonotive

proposals to third parties contained in the record. Dated Apri
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24, 1995, Septenber 27, 1995, and August 18, 2003, each of the
proposed projects appears to begin with sone type of a design or
engi neering phase culmnating in prototype vehicles. Further,
only the Septenber 27, 1995, proposal relating to notorcycle-
power ed vehicl es appears even to have reached the prototype

| evel . Language included in that proposal inplies that an
ostensi bl e partner of Shrike Cars, TRA Racing, had by 1995

devel oped and manufactured a few prototype |ightweight vehicles
(880 I bs.) powered by Kawasaki engi nes and using Mni Dom no
bodi es. Petitioners contend that at an undi scl osed | ater date
TRA Raci ng used bodi es designed by Shrike Cars on a small nunber
of simlar vehicles. Nonetheless, there remains no indication
that either of the 1995 proposals, or any other possible

aut onoti ve proposal advanced prior to 2003, ever went forward so
as to generate ongoi ng devel opnent or production activity on the
part of Shrike Cars by the end of 1998.

Concerni ng the nore nebul ous characterization of Shrike Cars
as a “marketing” enterprise, M. Waver testified at trial that
“the inportant point is we don’t manufacture vehicles. W are
t he design, concept, prototyping people. Oher people then pick
up fromthere to manufacture it and nove it into the marketpl ace,
but we will sell it for them” He described Shrike Cars as “a
resource for innovative devel opnent of autonotive concepts,

desi gn, engi neering and marketing, providing a conplete service
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for consulting, concept and design devel opnment, styling, scale-
nodel buil ding and prototypes.”

The inpression left by the foregoing statenents is that an
ongoi ng marketing business involves the provision of a variety of
services, typically focused on a particul ar product or products,
to one or nore third-party clients or strategic partners. A
mar keti ng enterprise functioning as a going concern woul d have
advanced beyond the internal generation of a few potenti al
product concepts. However, materials in the record do not
reflect that, as of |late 2003, the operations of Shrike Cars were
other than limted to having solicited interest, apparently
W t hout material success, in several such concepts.

Furthernore, the variety of the concepts floated in the
vari ous proposals and docunents suggests that Shrike Cars’
efforts and eventual |ine of work or niche remained unfocused and
mal | eabl e even through 2003. Materials fromthe 1994 to 1995
period pronmote the idea of designing one-of-a-kind vehicles for
celebrities, of producing reduced-em ssion vehicles for
commerci al applications, of redesigning existing vehicle nodels
for an overseas manufacturer, and of devel opi ng a notorcycl e-
powered sports car. The 2003 proposal then relates to the
“devel opnent of a unique sports car nmade specifically for the
China market.” The proposal begins with a |lengthy research and

devel opnent phase and does not appear to have drawn on or
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i ncor porated any of the specific concepts pronoted in the 1994
and 1995 materi al s.

Moreover, two of the proposals contained in the record,
those related to the notorcycl e-powered vehicle and the sports
car for China, set forth a plan or integrated step |abel ed
“marketing”. The activities described thereunder include the
creation of a brand identity enconpassi ng | ogo, badge, and
official colors; the devel opnent of sales and distributions
networks; the preparation of marketing materials such as
brochures, CD/ DVDs, and videos; targeted advertising canpaigns in
television and print nedia; introduction of vehicles at
aut onobi | e shows; provision of |oaner vehicles to driving
school s; and consideration of a notorsports programto build
brand awar eness and prestige. Again, the evidence does not show
that the Shrike Cars vehicle venture ever reached a stage with
respect to any product that included sim/lar conprehensive
efforts that would correlate with these descriptions of a
mar ket i ng program

The sole itemrelated to the Shrike nanme that the evidence
coul d suggest was commercially nmarketed prior to 1996 was a line
of auto care products. Petitioners introduced a picture of a
bottle of “Shrike Coach Wash”, and M. Waver testified: “we
have been selling, since 1996, autonotive-care products and

t hey’ ve gone under a variety of names, one of which was Shrick
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[sic].” No other docunentary evidence el aborated upon these
purported sales or the status of the line in 1998. Critically,
however, even if the products continued to be sold in 1998,
petitioners apparently did not consider the endeavor connected to
the “Autonobil e construction” business for which they submtted a
Schedule C, in that no gross receipts were reported. They also
never alleged that any of the expenditures reported on the
Schedul e C derived fromthese products. W therefore concl ude
that the potential existence at sonme point of this product |ine
has little, 1 f any, bearing on whether the Schedul e C business
was a going concern in 1998.

Finally, the exhibits introduced by petitioners also contain
three letters dated from August through Novenber of 1999
regardi ng potential investnment by third parties in Shrike Cars.
These letters nake no nention of any specific project and
therefore cannot inply the existence of any definite and focused
ongoi ng busi ness.

On this record, the Court can only surmse that Shrike Cars
was at nost in the startup phase of any autonobile construction
or autonobile marketing venture in 1998. The evidence indicates
that the expenditures reported on petitioners’ Schedule C are
within the pale of section 195 costs, particularly as elucidated
in legislative history. A significant portion of petitioners’

exhibits relate to proposals soliciting third-party interest, and
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t he expenses specifically identified on the Schedule C are for
advertising, travel, neals, and entertainnment. The |egislative
hi story references costs for exploring potential markets and
products and “incurred in lining up prospective distributors,
suppliers or custoners”. H Rept. 96-1278, supra, 1980-2 C B. at
712. Advertising and travel expenses are al so expressly
highlighted. [d. Petitioners have failed to show that the
operations of Shrike Cars in 1998 had advanced beyond such
activities in the nature of exploration or prelimnary
solicitation.

2. Conparisons to Casel aw

Both parties cite various cases that they nmaintain parallel
the factual circunstances at bar. Petitioners, for instance,

allege simlarities to Cabintaxi Corp. v. Conm ssioner, 63 F.3d

614 (7th Cr. 1995), Blitzer v. Comm ssioner, 231 C&. d. 236

684 F.2d 874 (1982), and Lanpont v. United States, 80 AFTR 2d 97-

7320, 97-2 USTC par. 50,861 (Fed. d. 1997). Respondent, in

contrast, enphasizes scenarios such as those in MKelvey v.

Conmi ssioner, T.C. Meno. 2002-63, and Reens v. Conm ssioner, T.C.

Meno. 1994-253.

Petitioners rely on Cabintaxi Corp. v. Conm SSioner, supra,

for the proposition that “a busi ness operation commences when the
entity starts to operate toward the goal of selling products”,

w thout regard to whether the operation is successful in



- 24 -

generating revenue. In Cabintaxi Corp. v. Conm Ssioner, supra at

620, the taxpayer corporation was forned in 1981 for the
expressed purpose of selling, installing, and maintaining
automated transportation systens. |In 1984, the taxpayer entered
into a distributorship with a German conpany to market in the
United States and Canada the “Cabi ntaxi” system devel oped abroad
by the German conpany. 1d. Although the taxpayer never obtai ned
any custoners for the system it sought to deduct expenses in
1984 and 1985 as an ongoi ng trade or business. |1d. at 618-620.
The Court of Appeals, disagreeing with this Court, held in favor
of the taxpayer. 1d. at 620-621.

In reversing our decision below, the Court of Appeals noted
that the “Tax Court’s reasoni ng confuses business activity with
the purpose of the activity.” 1d. at 620. The Court of Appeals
st at ed:

The principal purpose for which Cabintaxi was forned

was to make noney, and to do this it had * * * to

sell, install, or maintain automated transit systens.

But before it could sell, install, or maintain its

first system it had to sell the system and to sell it

had to incur selling expenses. Those expenses were an

integral part of being in the business of selling

automated transit systens. [1d.]

Hence, the crucial fact that the German transportation system was
al ready devel oped and commercially avail abl e enabl ed the Court of

Appeal s to equate the signing of the U S. and Canadi an

di stribution agreenent, coupled with pronpt conmencenent of
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actual sales and marketing activities, with the start of an
active trade or business as a distributor for the Cabintaxi
system 1d. at 620-621.

In contrast, petitioners here have failed to prove that
Shrike Cars’ efforts in 1998 ever reached a point where there
exi sted a commercial product to sell and/or that they were
focused on selling, marketing, or distributing a specific product
or products. Rather, the Shrike Cars business, as of 1998,
remai ned in an exploratory stage. Notably, the taxpayer in

Cabi ntaxi Corp. v. Commi ssioner, supra, did not take the

position, and the Court of Appeals for the Seventh Crcuit did
not hold, that costs incurred prior to 1984 should be deductible
as expenses of an ongoi ng business. After its founding in 1981
and before 1984, the taxpayer “investigated opportunities for
creating and deploying automated transit systens” and “hoped to
forman alliance with an individual who was devel opi ng an

automated transportation system” Cabintaxi Corp. V.

Comm ssioner, T.C Meno. 1994-316, affd. in part, revd. in part

and remanded 63 F.3d 614 (7th Gr. 1995). The taxpayer
characterized costs incurred during that period as startup and
organi zati onal expenditures, which it capitalized and sought to
anortize beginning in 1984 under sections 195 and 248. |d.
Here, Shrike Cars’ activities would appear nore akin to

Cabi ntaxi Corp.’s pre-1984 endeavors, which endeavors were
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characterized even by Cabintaxi Corp. as startup operations. 1In
effect Shrike Cars was searching for a manufacturer who woul d
play a key role in devel oping, fabricating, testing, producing,
and selling one of Shrike Cars’ concept vehicles. But in 1998,
t hat manufacturer had not been found and a concept vehicle
commercially attractive to a manufacturer had not yet been
i dentified.

Lanont v. United States, supra, and Blitzer v. United

States, supra, are simlarly distinguishable. As in the

Cabi ntaxi Corp. situation, the entities in both of those cases
had coommitted to a specific product or project and taken
substantial and formal steps with respect thereto. The

corporation in Lanont v. United States, 80 AFTR 2d at 97-7321 to

97-7322, 97-2 USTC at 90, 423-90, 424, had been forned to devel op

| anguage transl ation software, received a copyright on its system
in February of the year in issue, had progranmers and third-party
consultants actively working to revise the systemthroughout that
year, and even made an unsolicited sale of the system before

year end.

Blitzer v. United States, 684 F.2d at 877-878, involved a

partnership formed to devel op and operate a subsi di zed housi ng
proj ect through a program adm nistered by the U S. Departnent of
Housi ng and Urban Devel opnent (HUD). Although initial steps in

the project were taken during 1971, the court found the critical
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date for commencenent of a trade or business, within the nmeaning
of section 162, to be COctober 23, 1973, when closing on the
project took place and the formal regul atory agreenent between
t he partnership and HUD was executed. |d. at 877-881, 895. The
court noted that by this date “the partnership had acquired the
| and, had arranged for financing of the project, had executed its
bui l di ng | oan agreenent and given a note therefor, had received
substanti al funds, and had prepared plans for actual construction
of its apartnents (which began shortly thereafter).” [d. at 880.

The necessity for a conparable commtnent to a particular
and focused project is highlighted by contrast with cases cited

by respondent. In MKelvey v. Conm ssioner, T.C Meno. 2002-63,

for instance, the taxpayer conducted a prepurchase econom c and
mar ket feasibility study on a parcel of forestland, purchased the
land with the intent to start a tree-farm ng busi ness, engaged a
third-party professional to prepare a forest managenent plan, and
conducted an unsuccessful test pilot planting. However, the

t axpayer by the end of the period in issue “had not decided which
species of trees to plant and had not harvested any of the
existing trees on his property”. [1d. The Court held that any
expenditures were fairly characterized as startup expenses. |d.

Li kewi se, Reens v. Commi ssioner, T.C Mno. 1994-253,

i nvol ved a venture to raise and harvest tinber. During the year

in issue, taxpayer acquired the property and engaged a woodsnan
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who cl eared and prepared | ogging roads on the premses. |d. The
t axpayer al so nade incidental sales of two walnut trees to the
woodsman and of firewood generated fromthe clearing activities.
Id. Neverthel ess, observing that the taxpayer had not acquired

an al ready functioning business and citing R chnond Tel evi si on

Corp. v. United States, 345 F.2d at 907, this Court found a new

busi ness had not yet begun. Reens v. Conmm ssioner, supra.

Therefore, section 195 applied on grounds that the endeavor

constituted a startup within the nmeaning of that statute. 1d.
Again, the record here does not reveal that Shrike Cars’

activities in 1998 had progressed beyond preparatory steps such

as those identified in McKel vey v. Conm ssi oner, supra, and Reens

V. Conm ssioner, supra, or had risen to the | evel of formal

commtnment with material efforts toward a specific project as was

shown by the taxpayers in Cabintaxi Corp. v. Conm ssioner, 63

F.3d 614 (7th Gr. 1995), Blitzer v. Conm ssioner, 231 C. C.

236, 684 F.2d 874 (1982), and Lanont v. United States, 80 AFTR 2d

97-7320, 97-2 USTC par. 50,861 (Fed. . 1997). The Court hol ds
that the costs clainmed on petitioners’ Schedule C for Shrike Cars
are startup expenditures falling wthin the purview of section
195. Accordingly, petitioners nmust capitalize such costs to the
extent substantiated and are not entitled to reduce their 1998
gross incone by the clainmed | oss of $448,120 derived from Shri ke

Cars.
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[11. Section 6651(a)(1) Addition to Tax

Section 6651(a)(1l) inposes an addition to tax for
delinquency in filing returns and provides in relevant part as
fol |l ows:

SEC. 6651. FAILURE TO FILE TAX RETURN OR TO PAY TAX.

(a) Addition to the Tax.--In case of failure--

(1) to file any return required under
authority of subchapter A of chapter 61 * * * | on
the date prescribed therefor (determned with
regard to any extension of tinme for filing),
unless it is shown that such failure is due to
reasonabl e cause and not due to willful neglect,
there shall be added to the anpbunt required to be
shown as tax on such return 5 percent of the
anount of such tax if the failure is for not nore
than 1 nonth, with an additional 5 percent for
each additional nonth or fraction thereof during
whi ch such failure continues, not exceeding 25
percent in the aggregate;

The Suprene Court has characterized the foregoing section as
inposing a civil penalty to ensure tinely filing of tax returns
and as placing on the taxpayer “the heavy burden of proving both
(1) that the failure did not result from*‘wllful neglect,’” and
(2) that the failure was ‘due to reasonable cause’”, in order to

escape the penalty. United States v. Boyle, 469 U S. 241, 245

(1985). “WIIlful neglect” denotes “a conscious, intentional
failure or reckless indifference.” 1d. “Reasonable cause”
correlates to “ordinary business care and prudence”. [d. at 246

& n.4; sec. 301.6651-1(c)(1), Proced. & Adm n. Regs.
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As previously indicated, section 7491(c) places the burden
of production on the Conm ssioner. Here, respondent’s burden is
satisfied by the stipulation of the parties that petitioners’
1998 return was filed on January 7, 2000. This date is well over
the 5 nonths necessary to inpose the maxi num penalty. Since
petitioners have offered no explanation for the untineliness,
either at trial or on brief, they have failed to establish any
reasonabl e cause. W therefore hold that petitioners are liable
for the section 6651(a)(1) delinquency addition to tax at the 25
percent rate.

To reflect the foregoing and concessi ons nade,

Deci sion will be entered

for respondent.




